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MVEMORANDUM OPI NI ON

CARLUZZO, Special Trial Judge: Respondent determ ned

deficiencies of $2,153 and $7,491 and section 6662(a) accuracy-
rel ated penalties of $431 and $1,498, with respect to

petitioners’ 1999 and 2000 Federal inconme taxes, respectively.!

1 Unl ess otherw se indicated, section references are to the
I nternal Revenue Code in effect for the taxable years in issue.
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.
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For each year in issue, the issues for decision are:
(1) Whether petitioners are entitled to deductions clainmed on
a Schedule C, Profit or Loss From Business; and (2) whether
petitioners are |liable for an accuracy-related penalty under
section 6662(a).
Backgr ound

Sone of the facts have been stipulated and are so found. At
the tinme the petition was filed, petitioners resided in Austin,
Texas. References to petitioner are to Bill Mal one.

Petitioners were married in 1983. They have eight children:
H R N B, Dn, M Db, and J? (collectively, the Ml one
chil dren).

Petitioner is and was at all relevant tines a practicing
attorney, with offices in Austin, Texas. During the years in
i ssue, he devoted an average of 35 hours per week to his | aw
practice and, in addition, was enployed as a | aw professor at Qak
Brook Col |l ege of Law. Sarah Mal one has a degree in education.
In the stipulation of facts she is described as a “honenmaker”.
During the years in issue she “hone school ed” the Ml one
chi | dren.

Petitioners and their children are nusically inclined and,

as anply denonstrated by the record, are quite talented in that

2 Full names of petitioners’ mnor children are omtted in
the interest of privacy.
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regard. Petitioner, who plays guitar, banjo, trunpet, piano, and
other instrunents, gave guitar |essons while attending coll ege.
In 1999 he was di agnosed with a nedical condition that has since
restricted his ability to take full advantage of his nusical
talents. Prior to the years in issue, Ms. Mlone taught basic
musi ¢ theory to elenentary school students.

Music instruction is a material conponent of the Ml one
children’s hone school curriculum Wth the exception of
the youngest child, all of the Malone children take nusical
instrunment |essons. Each child that does take | essons plays a
variety of instrunents, including the piano and the violin.

H and R, the eldest of the Malone children, started taking
musi ¢ | essons at an early age. H plays the piano, violin, viola,
and harp. R plays the piano, violin, and flute. H and R are
skill ed nmusicians and both have perfornmed in public events. In
1996, at around age 12, H began to teach R to play the piano and
soon offered her services as a piano teacher to others. Shortly
thereafter, R began to teach violin.

Mal one Music, an unincorporated activity, was started in or
around 1996, about the tine that H and R began providing nusic
| essons. Mal one Miusic engages in several activities. It
sponsors Mel ody Makers, a “nusic canp” conducted in the sumer
nmont hs during school recess. It also pronotes an ensenbl e whose

musi ci ans consi st of nenbers of the Malone famly. The ensenble
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entertained, usually on a no fee basis, at |ocal hospitals,

senior citizen facilities, etc. Mlone Misic’s primary activity,
however, involves providing nusic | essons to students drawn
usually fromthe ranks of the Malone children' s friends,

nei ghbors, or classmates. H and R are Malone Music’s only nusic
instructors, and together they provide all of the nusical
instrunment lessons. On a nore limted basis, Ml one Miusic al so
offers instructions in nusic theory taught by B. Hoprimarily
teaches piano and harp; R prinmarily teaches violin. H and R al so
conduct the Mel ody Makers sumrer mnusic canp. According to
petitioner, a “fair description of the teaching services”
typically offered by Mal one Music includes piano | essons offered
by H and/or violin |lessons provided by R Substantially all, if
not all, of the nusic | essons provided by H and R through Ml one
Musi ¢ take place in designated roons in petitioners’ residence.

In 1998, H becane seriously ill and was unable to devote
significant tinme to Malone Music until md-1999. According to
petitioner, Hs nedical problens restricted Mal one Miusic’s
potential “to take off faster and further”.

Susan Groves (Ms. Goves) is a piano teacher. As of the
date of trial, she had been giving |l essons for al nbst 20 years.
She taught piano to several of the Malone children over the
years, but, prior to the trial in this case, she had never heard

of the nanme “Mal one Music”. M. G oves spoke to petitioners and
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H “about H s business fromtine to tine,” but she did not provide
advice to H or other nenbers of the Malone famly as to business
or financial matters related to Malone Music. Nor did
petitioners or any nenber of the Malone famly involved with
Mal one Musi c seek professional advice or assistance regardi ng how
the activity shoul d be operated.

Students secure the services of Ml one Misic in accordance
with witten materials that explain, anong other things, the
nature of the services offered, |esson schedul es, fee schedul es,
paynment plans and arrangenents, as well as what H and R expect
fromtheir students. A checking account in the nanes of H R
and petitioner was established for Ml one Misic (Ml one Misic
checki ng account). Fees generated by the services offered by
Mal one Music are generally due to be paid on a nonthly basis.?
Students are required to “make checks payable to [the] instructor
personal ly.” Cash paynents received fromthe students are paid
directly to Hand R Typically, paynents received by Hand R are
deposited in the Mal one Miusi c checking account.

Initially, the expenses of Ml one Misic were paid by
petitioner usually wth checks drawn on his personal checking
account. After the Mal one Music checking account was opened, the

expenses for Malone Music were paid fromthat account. |If there

8 Hand R also provide free nusic lessons to their
siblings, and they barter for their services with those students
who cannot otherwi se afford to pay their fees in cash.
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were insufficient funds in the Mal one Misic checki ng account,
petitioner would provide the needed funds, subject to
rei nbursenent fromthe Mal one Misic checking account if and when
funds becane avail able. Petitioner viewed these advances as
small, short-termloans to Mal one Misi c.

Mal one Musi ¢ does not advertise its services in any
established publication. Fromtinme to tinme, Hand/or R create
and distribute leaflets and brochures for specific events or
cl asses offered by Malone Miusic in which they are identified as
the nusic | eaders or “professors”. 1In an attenpt to attract
students, R, wth the assistance of N, created a Wb site for
Mal one Music. That Web site lists Hand R as the only “contact
i ndi vi dual s” for Malone Music, and further identifies themas the
activity’ s only instructors.

Petitioner assisted Hand Rwth Mal one Miusic for
approxi mately two-plus hours each week during the years in issue.
During those years, Ms. Ml one devoted approximately 8 hours per
week to helping out with Malone Music. Neither petitioner nor
M's. Ml one provided any nusic | essons to anyone through Ml one
Music. Petitioner describes petitioners’ involvenent in Ml one
Music as “primarily adm nistrative”. Cenerally, petitioner
assi sted with paying any necessary expenses and purchasi ng
musi cal instrunments. At the outset of Malone Music, Ms. Ml one

would “fromtine to tine” nmonitor the nusic instruction, but her
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i nvol venent, “in the big picture”, was generally “fairly rare”
Petitioners did not keep any records with respect to the tine
they devoted to Malone Music during the years in issue.

Progress reports and paynent records for the students of
Mal one Music were naintained by Hand R Certain aspects of
Mal one Music’s financial activities were recorded using a
comerci al conputer software program (the program that was al so
used for petitioners’ personal finances. Wth respect to Ml one
Musi c, the programwas used to record information rather than to
generate financial statenents or other analytical reports.

Petitioners pay for nusic | essons and purchase nusi cal
instrunments for the Malone children. The quantity and the
quality of the nusical instruments purchased by petitioner depend
on the financial performance of petitioner’s |aw practice. Wen
petitioner’s law practice is profitable, petitioner |ooks for
“good quality instrunents” to purchase. As of the date of trial,
the musical instrunments purchased by petitioner include: Two
St ei nway pi anos, an upright piano, eight violins, a viola, a
harp, a trunpet, three guitars, and two banjos. The nusical
instrunments are used by all of the Malone children in their nusic
| essons and practice, as well as by Hand Rin their capacities

as Mal one Music instructors.
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On a Schedule C, Profit or Loss From Business, included with
each of petitioners’ joint Federal inconme returns for 1997
t hrough 2001, petitioners reported i ncone and expenses from

Mal one Music as fol |l ows:

G oss Tot al Tot al
Year | ncone Reported Expenses d ai ned Losses d ai ned
1997 $550 $27, 898 $27, 348
1998 1,777 28,074 26, 297
1999 1,917 8, 553 6, 636
2000 2,559 23,123 20, 564
2001 5, 758 26, 060 20, 302

The gross income from Mal one Miusic reported on the Schedul es
Cfor the years inissue is primarily attributable to services
provided by H and R * The deductions clained on the Schedules C
for the years in issue consist alnost entirely of anmounts paid
for nmusic | essons for the Malone children and the cost of nusical
i nstrunents.?®

In the notice of deficiency for each year in issue,
respondent disallowed all of the deductions clainmed on the
Schedul e C and i nposed a section 6662(a) accuracy-rel ated
penalty. Oher adjustnents nmade in the notice of deficiency are

conput ati onal and need not be addressed.

4 A small anmount of Malone Miusic's inconme for each year in
issue is attributable to services provided by B.

5 For exanple, the only deduction clainmed on the 1999
Schedule C ($8,553) is for “nmusic instruction” expenses of the
Mal one children. |In 1998, petitioner spent $11,560 for two
violins. The cost of those violins is clainmed as a deduction on
the Schedule C included with petitioners’ 2000 return.



Di scussi on

In general, there is “allowed as a deduction all the
ordi nary and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business”. Sec.
162(a).® It is axiomatic that expenses “allowed as a deduction”
under section 162 are expenses paid or incurred in carrying on
the trade or business of the taxpayer who clains entitlenent to
t hose deducti ons.

In this case, petitioners claimthat Ml one Misic is
petitioner’s trade or business, and their Federal incone tax
return for each year in issue (as well as other years not before
the Court) reflects this claimas income and deducti ons
attributable to Mal one Music are included on a Schedule C
included with each of those returns. In addition to other
grounds advanced for disallow ng the deductions clainmed on those
Schedul es C, respondent takes the position that Malone Music, if
a trade or business, is not petitioner’s trade or business, but
the trade or business of one or nore of the Malone children.’

Resol ving the dispute between the parties on this point requires

6 Petitioners rely exclusively upon sec. 162 in support of
t he deductions here under consideration.

" In his answer, respondent alleges that “Malone Misic is
not an activity engaged in by petitioners”, but rather by H and
R In his opening statenent respondent’s counsel noted that
Mal one Music “wasn’t even petitioners”, but “conducted by” one or
nore of the Mal one children.



- 10 -

that we place ownership of an activity or business conducted

t hrough an uni ncorporated association. This is no easy task as
none of the many indicia of ownership are determ native.
Neverthel ess, for the follow ng reasons, we agree with
respondent.

Al t hough we make no finding on the point, for convenience we
proceed as though during each year in issue Mal one Misic
constituted a trade or business within the neaning of section 162
and turn our attention to which individual or individuals were
“carrying on” that trade or business during those years. 1In so
doing we note that the services offered by Mal one Miusic are best
descri bed as | abor-intensive and exam ne: (1) Omership of the
assets used in the business; (2) what individuals provided the
necessary | abor; and (3) how Mal one Music was held out to, and/or
percei ved by the general public.

Beginning wwth the last criterion, the Assunmed Nane Records
Certificate of Owmership for Unincorporated Business or
Profession, filed March 12, 1998, wth the Cerk of Travis
County, Texas, describes Malone Miusic as a “proprietorship” owned
by petitioner. To that extent, petitioner publicly holds hinself
out as the owner of the business, subject to whatever benefits
and burdens that mght flow as a result. Nevertheless,
petitioner is nowhere nanmed in any of the witten pronotional

mat eri al s published by Mal one Music. Rather those materials
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repeatedly refer to Hand R in various capacities. The absence
of any reference to petitioner in docunents generated by Ml one
Music is in contrast to a reference to petitioner as the
“director” of “Malone Acadeny”, a nane apparently used to
describe the Mal one children’s home school i ng program
Furthernore, to the extent that the testinony of one witness is
representative of public inpressions, the nusic teacher who
taught sonme of the Malone children referred to Mal one Misic as
“H s business”. The pronotional materials published by Ml one
Musi c and the inpression of the Malone children’ s nusic teacher
support a finding that the business was not carried on by
petitioner, but rather by one or nore of the Mal one children.

W& next exam ne the status of the ownership of assets used
in the business and note that the ownership of sone of those
assets is not entirely clear. The business prem ses, that is,
certain roons in the famly residence designated for such use,
are apparently owned by petitioner or petitioners. Sone of the
musi cal instrunents used in the business, no doubt, are also
owned by petitioner or petitioners, but it is not clear whether
sonme of those instruments, although purchased by petitioner or
petitioners, were gifted to one or another of the Ml one
children. A business checking account was opened at sone point,
but control over that account says little about the ownership of

t he busi ness as petitioner, H and R are all signatories to the
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account. To the extent that the ownership of assets used in
connection with the carrying on of a trade or business is, in
general, indicative of ownership, the record in this case, sinply
put, provides no useful guidance on the point.

Lastly, we consider which individuals provided |abor in
connection wth the business and the extent of that labor. 1In
this regard we note that Mal one Music had no enpl oyees during the
years in issue. As we viewthe matter, although not
determ native in a general sense, in a |labor-intensive business
with no enpl oyees, there is strong suggestion that the
i ndi viduals perform ng the | abor own the business. |In this case
the record overwhel m ngly denonstrates that the business was
carried on through the labor of H R, and other of the Ml one
children. This is true not only with respect to the services and
prograns of fered by Mal one Miusic, but with respect to internal
activities as well, such as planning and record keepi ng.
Petitioner describes his |labor contribution to the business as
“adm nistrative”. W viewit nore in the nature of parental
The fact that one or nore of the Malone children, rather than
petitioner or petitioners, supplied the necessary |abor to carry
on the business during the years in issue, strongly supports a
finding that the business bel onged to one or nore of the

children, not to petitioner.
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Taking into account the three factors |isted above, we find
that Mal one Music, if a trade or business wthin the nmeaning of
section 162(a), was not, during the years in issue, petitioner’s
trade or business, but the trade or business of one or nore of
the Mal one children.® It follows that the itens of inconme® and
deductions attributable to Mal one Music are not properly
i ncl udabl e on petitioners’ return for either year in issue and we
so hol d. 1
For each year in issue, respondent inposed a section 6662(a)
accuracy-rel ated penalty upon the ground that the underpaynent of
tax required to be shown on petitioners’ return for each year is

due to negligence or disregard of rules or regulations. Sec.

8 (Obviously, we have no jurisdiction in this proceeding
Wi th respect to any of the Malone children for any year and make
no findings regarding the Federal incone tax liabilities of any
of them

°® The issues presented and positions of the parties in this
case focus our attention on disallowed deductions. Neverthel ess,
with respect to the incone reported on the Schedules C, we note
that our conclusion is entirely consistent with Lucas v. Earl,
281 U.S. 111 (1930) (incone is taxed to the person who earned
it). Qur conclusion is further consistent wwth sec. 73, which
provi des, in general, that anmounts received in respect of
services rendered by a child are includable in the child s gross
income and not in the gross inconme of the child s parents, even
t hough such anmounts are not received by the child, sec. 73(a),
and expenditures paid by the parent or the child attributable to
anmounts which are includable in the gross inconme of the child are
generally treated as paid or incurred by the child, sec. 73(b).

10 Qur holding in this regard nmakes it unnecessary to
address respondent’s ot her grounds for the disall owance of the
deductions clained on the Schedul es C
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6662(a) and (b)(1). Negligence is defined to include any failure
to make a reasonable attenpt to conply with the provisions of the
I nt ernal Revenue Code. Sec. 6662(c). It is further defined as
the failure to do what a reasonable person wth ordinary prudence
woul d do under the sane or simlar circunstances. Neely v.

Commi ssioner, 85 T.C 934, 947 (1985). Disregard is defined to

i nclude any carel ess, reckless, or intentional disregard. Sec.
6662(c). An accuracy-related penalty will not be inposed with
respect to any portion of an underpaynent as to which the

t axpayer acted with reasonabl e cause and in good faith. Sec.
6664(c)(1). Wether the taxpayer acted with reasonabl e cause and
in good faith depends on the pertinent facts and circunstances.
Sec. 1.6664-4(b)(1), Incone Tax Regs. Cenerally, an inportant
factor is the extent of the taxpayer’s effort to properly assess
the tax liability. G rcunstances that may indicate reasonable
cause and good faith include and an honest m sunderstandi ng of
fact or law that is reasonable in light of the taxpayer’s

experi ence, know edge, and education. 1d.

Petitioners’ return for each year in issue was prepared by
petitioner, a practicing attorney. Nothing in the record
suggests that petitioner sought professional guidance or advice
in connection with the preparation of petitioners’ returns.
Petitioner’s profession is relevant in deciding whether

petitioners are liable for a penalty under section 6662(a),
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Pelton & Gunther v. Commi ssioner, T.C Meno. 1999-339; Estate of

Hol |l and v. Conmi ssioner, T.C Meno. 1997-302, but as best can be

determ ned fromthe record, petitioner’s professional experiences
relate to matters other than Federal incone taxation.

We noted fromthe outset that placing ownership of a
busi ness conduct ed t hrough an uni ncor porated associ ati on was not
easy, and we expect that reasonable mnds could differ as to the
f oregoi ng anal ysis and concl usion on the point. W are not
persuaded that petitioners did not have sufficient reasonable
cause to avoid the inposition of the penalty for each year, and
we so find. Accordingly, petitioners are not liable for a
section 6662(a) penalty for either year in issue.

To reflect the foregoing,

Deci sion will be

entered under Rul e 155.




